
‘Internal‘ Revenue Service 

Brl:MLTorri 

date: M,, I II '-23 

to: District Counsel, Cincinnati CC:CIN 

from: Director, Tax Litigation Division CC:TL 

subject:   ------- --- ----- ----------- ---- --------------

This is in response to your memorandum dated March 4, 1988, 
requesting techncal advice with respect to the taxpayers named 
above, and confirms our telephone conferences of April 13, 1988, 
and May 5, 1988, during which we advised that a statutory notice 
of deficiency should be issued to the taxpayers. 

Whether the taxp 
on real estate that 
0167-0301: 0167-302; 

It continues to 

ayers are entitled to a depreciation deduction 
they held solely for resale. 0167-0200: 

01~7-0303. - 

be the Service's position that if property is 
held exclusively for sale, it is not depreciable. Although in 
several cases the Tax Court has held that such property is "held 
for the production of income" within the meaning of I.R.C. 
55 167(a) and 212, the Service does not acquiesce in these 
decisions and continues to maintain its position that holding 
property exclusively for future sale does not qualify the property 
as property held for the production of income. As additional 
grounds for disallowing the deduction , property held for immediate 
resale has an indeterminate useful life and its salvage value is 
at least equal to the owner's cost basis in the property, and 
therefore, as a practical matter, the annual depreciation 
allowance cannot be computed. 
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In   ----- the taxpayers purchased a condominium unit in 
Florida, ---ich they immediately listed for resale. The 
condominium was never offered for rent nor was it used for 
personal purposes. The property remained on the market until it 
was sold, at a gain, in   ----- On their income tax return for 
  ----- the taxpayers claim--- deductions for maintenance expenses 
----- depreciation with respect to the condominium. 

Upon audit, the examining agent proposed a disallowance of 
these deductions. The Cincinnati Appeals Office has KequeSted 
technical advice from yoor office concerning whether it should 
sustain the disallowance of the depreciation expense in light of 
NeWbeKKV v. Commissioner, 4 CCH TCM 262 (1945), and Mitchell v. 
Commissioner 47 T.C. 120 (1966), two cases which are factually 
similar to tie instant case. The appeals officer has taken the 
position that the Service is unlikely to prevail if the 
depreciation deduction were disallowed, and in your memorandum you 
concur in that position. We disagree, and advise that a statutory 
notice should be issued. 

Section 167(a) allows a depreciation deduction for the 
exhaustion, wear and tear (including obsolescence) of property 
used in a trade OK business OK held for the production of income. 
The purpose of the depreciation allowance is to permit the 
taxpayer to recover, tax-free, over the years of its use to the 
taxpayer, the capital which he has invested in the asset. 
Hibernia National Bank in New Orleans v. United States, 740 F.2d 
382, 386 (5th Cir. 1984), citing H.R. Rep. No. 1337, 83d Cong., 
2d Sess. at 22 (1954). 

The Service takes the position that property held for sale 
does not consitute depreciable property. The rationale for this 
position was set forth in G.C.M. 34099, CC:I:I-3067 (April 16, 
1969): 

[T]he depreciation deduction is designed to 
allocate the cost of property having a useful 
life extending into more than one accounting 
period over the useful life of the property. 
The reason for such an allocation is to 
properly match in each accounting period a part 
of the cost of the property against the income 
generated by OK attributable t0 the property in 
each of such periods. Thus, from a theoretical 
standpoint, depreciation allocation is 
appropriate only with respect to property that 
is anticipated to generate income in more than 
one accounting period. If property is held 
Only for Sale, generally, it iS anticpated that 
the property Will generate income only in one 
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accounting period, i.e., the ,eeriod in which 
the sre.;xrty is ssld. Actor ‘iin,zly, since cost 
shsul~J ‘be :pro;?erly matched against related 
lnccme, an2 since in the case of ,Froprty held 
only for sale the inccme arises only at the 
time of sale, it is 0:xiously ina:I:-‘roj?riate to 
:Termit de:>reciation Je,iuctions in the 
accountin;r pri0i.s prior to tile sale. 

31 7.c. at 1155-1157. 

;l>“erti,zle;s, suJsqJ~:,t ‘to its :Secisicn in ‘“30~3er L----I tile ?a:: 
‘- 3 d r t ;,a 2 
;01e1.y f:,: 

c a : v e :I; 0 II t an e :~: ceititijn f3r i::l:2reve; real ;2ro,xrty h-J.2 
sale. Tn a line of case; belinnin:; y:ith :!i.tchell v. 

,^ ,10:.1.:!i.,~~~i511=r i, Cl T.Z. 129 (1.05;) , t:x Tax C.aurt canclu;ie_! tlxit 
_;rs:>ertv whic:l is hel,.~l fer sale is 
ire :uctiton of inco:ne” 

“,ro:>erty :ielG fsr the 
as that ~,!lrase is use< in sectian; 15?, 

157(a) an.: 212(?), tilus entitlin,j ta;:?ayers to jeducticns f,J r 
,e j)y,?'c ia,: ioa and ;,?3intenzac2 ex:32nses. a. also :Ter-ico:,7:3e k ---_-__ 
Cg;jl;;:i-5: 3q*r ---2-A-A--, I j 4 " . : . 1297 (1370); Scott v. Coxnissioner., T.3:. 
3 e .x0 . 1923-172; Smith v. Cox~issioner, “.C. ~le;x. lGj7-.?,:, aZf’2 -I 
zLx c.uria:l, 397 F.23 80~1 (9th Cir. 1953). The court’s reasonin) 
is that section 212 refers to ;>rdperty held for the production of 
lnco.;lc, and “income” as define;] by section 51 includes gains 
derived from dealings in ,ro-lerty. ‘loreover, the legislative 
history of sectkn 213 indicates that “income” within the meanin,z 
of that section is not limite,J ,to recurring incene, but applies as 
well to ?ain frc.:] the Jis;>3sition of ;?ro,erty. Consequently, 
;>ro?erty :br;lich is being hel,l t3 realize gain (in the form of 
appreciation) u3on sale qualifies as prnerty hel’d for the 
;Jroduct ien of iicszc. 

The essential issua ;>resente. in your me.rioranJum is whether, 
in light of tnis lina of cases, the Service shoal3 continue to 
dis3113;7 3e;Jreciation deductions claixd witi res:>ect to ?ro;)erty 
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held Lay the taxpayer exclusively for resale. i!e believe that 
Service position dictates that such deductions must be 
disallowed. The Service disagrees with the Tax Court’s reasoniq, 
and in a series of Actions on decision and Revised Actions 0:: 
Decisions has indicated its nonacquiescence in this line of 
cases. See, e-&, &-or32 :!.d :;ari,eJ, :litchell ---, A33 (Se:)t. 3, 
1970). 

:!hile it renlains our primry :?nsitioh tiiat .oroL>erty 1121.1 
solely for sale 11323 not constitute :>ro?erty held for the 
gro:duction of inco;;le for de:?reciation gmrioosas, alternative Las-; 
e::ist for ~disalloving the JeTreciation allocation. Thcsc kases, 
the so-cal1e.d “useful life” an3 “salvage value” ar~u::~2nts, are 
,~etail,~~ in s.z.‘;. 34002 bqinniil~ at :,a’se : of that x2:.13ranJu3. 

Je;>reciation is hasec? on estirnat2s as t 0 u 3 e f u I 1 if e a ;l.,i 
salvs;e value. ‘las:;ev -,!otors, Inc. u. .-_- Llnite(:: ‘itatzs, 3’;,? I!.S. _“3 
(1350); ::crtz Cor.2. v. Unite< Stat=, 37.1 ;I.S. 122 (1953). As a 
:?ractical mtter, 3 taxpayer :,>ho holds >role;ty sol2l.y for saLe 
Ca:lnst CSlCLllTltS tile annual depreciation allowance: :secause ha 
caninot det2rr~:iac the32 t;jo elemnts of the equation. 

Tr:zas. ?a~. 2 1.157(a)-l(5) defines "useful life" as th2 
,?erio-: ov2r :?hich the ass,st ;,1ay reasona:>ly be ezqecte:? to ,3c 
useful t3 the txiLmysr in th.e Loroduction of his inzo:ae. Several 
:32cisions of the Su3reme Court clearly ~astaSlish that “Liseful 
life” for ds?reciation ;)urL>o:i2s Tilean.-, tha useful IiT- of t112 
?rsL>ert;7 to tb2 ta::;layer iri his trade or bxusiness or inco;ne- 
,lr:ducinu; activity, and nst ilecessar ily the useful life inherent 
in tI12 asset. ,Se,z, u, ;.Iassev ‘lotsrs. Inz, v. Ilnite’:l Stat25, 
s u--> r ,> .L, 33? TJ.,S. at 101. Siac2 th2 ta::+yers are hol,dinj their 
,,rmi?rty for i.mediate resale, a :deter:.lination of its e~ti~q,~,a-;-?i 
u.seful life to the taqayc’rs :louli 5, :3as3.3 on gut-e conjecture, 
for it requires thnr.1 to e stimte tL>e length of ti:,:- antici?ateZ to 
sell the ;>ro;)2rty. .Tili:; fieterL.linatiJg is :;iai* at t;l,z ti.22 Jr 
acjuisition, aad not by a hindsight vie;i. 

“Salvage value” is tihe a!nou;it (deternined at the tii:l,2 of 
acquisition) which is estimate:? will be realized u?on sale or 
other dis;>osition of the asset when the taxioayer’s use of it in 
his trade or business or in the ;lro;uction of inc,o:~ln. Tr 2a.5 . .?e,.~ i. 
S 1.157(a)-l(e). Salvage value is the actual resale price ::?i:i=:l 
the taxpayer can ex;>ect to realize u,on diaLlosition of the asset. 
Hibernia i:ational sank, ~_uu, 740 F.25 at 32’5. :~7ith respect to 
property which is purchased and immediately held for resale, no 
depreciation is allo:?able b2cause depreciation :nay only be taken 
on the adjusted basis, i.e., the extent to which cost basis 
exceeds esti3ate-3 salvacje value. In the case of property heU 
exclusively for api>reciation, this estixtion will necessarily be 
zero since, by holdiq the property for the production of inco;.ze 
(a:>)reciation), the taxbalrers expect at the tile of acquisition 
that the actual sale ,r;ce :qill b2 jreat2r than their cost. 
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Hence, they cannot establish the depreciable basis of the 
property. 

The Tax Court has intimated that it could be persuaded by 
these arguments if presented with the right case. In Sherlock 
Commissioner, T.C. Memo. 1972-97, the court stated, “While these 
arguments have substantial appeal when the residence is question 
is held for immediate sale gn&y, they are not appropriate to the 
present situation. The property in the instant case was held for 
sale or rent.” (Citation omitted; emphasis in .original) . The 
useful life and salvage value analyses were also mentioned 
favorably in @wbre v. Commissioner, T.C. Memo. 1971-165. Because 
the taxpayers referenced above purchased their condominium for the -‘. 
exclusive purpose of offering it for immediate resale, and did not 
it hold the property for both sale or rent, we believe this case 
presents the right set of circumstances. Additionally, this case 
is favorable because, unlike Hewberry and Mitc.&.U the property 
was not converted from another purpose before bein; offered for 
sale. Thus, this case offers the court an opportunity to squarely 
address the useful life and salvage value arguments, and for this 
reason we disagree that the government would prevail if the 
depreciation deduction were disallowed. 

MARLENE GROSS 

By : 

itigation Division 


